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|. Overview

The Ukraine diagnostic provides the third component in afour country study that assesses the
current commercial law environment in Central and Eastern Europe and the New |ndependent
States (CEE/NIS). Each country included in this study was selected for its unique circumstances
including location, geography, size, economic base, legal traditions, and relative progressin
transition toward a market-oriented economy. Ukraine was selected for study for many reasons,
not least of which include its size, geo-strategic position, and the difficulties it has experienced in
making the trangition to an open market economy.

Ukraine's experience in transition generally, and commercia law reform specifically, help set up
some of the "big" questions that this study was intended to raise. For example, what role do
historical chance and culture play in the evolution of commercial life, and the laws the rules that
are developed to govern it? Is Ukraine truly a"unique variant” requiring uniquely Ukrainian
solutions? What root causes explain the stark differences between Ukraine and Poland's
experience in commercial law reform?

Certainly, these questions are not new. More than 160 years ago, Alexis De Tocqueville asked
essentially the same questions about America—then a newly emergent democracy and
commercial power. In searching for an explanation for America's success, he concluded that:

"All the causes which contribute to the maintenance of a democratic republic in the United
States are reducible to three heads:

1. The peculiar and accidental situation in which Providence has placed the
Americans;

2. Thelaws; and,
3. The manners and customs of the people.

These three great causes serve, no doubt to regulate and direct American democracy; but if
they were to be classed in their proper order, | should say that physical circumstances are
less efficient than the laws, and the laws infinitely less so than the customs of the people. |
am convinced that the most advantageous situation and the best possible laws cannot
maintain a congtitution in spite of the customs of a country; while the latter may turn to
some advantage the most unfavorable positions and the worst laws."*

The diagnostic team's findings support the widely held view that Ukraine's progress toward a
market economy is not proceeding rapidly. Despite the multiplication of McDonald's restaurants,
and upscale shopsin Kiev, the environment for private commercial activity seems little changed
since early 1994. In fact, the commercial environment in outlying oblasts and citiesis reported to
be eroding.

! Democracy in America, Vol. I, Ch. XVII, Alexis de Tocqueville

Booz-Allen & Hamilton Inc.
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Digging at the roots of Ukraine's current lethargy in reforming its economy is a difficult
undertaking. For those familiar with the country, its culture, and its history, there is something
familiar in the widely held belief that the way forward for Ukraine is as unique and distinct as the
problemsthat beset it. If De Tocqueville's observation that the "customs” of the people matter,
what are the implications for Ukraine?

SRR Pe

The diagnostic assessment that serves as the basis for this study was conducted in-country
between March 3 - 17, 1999. Interviews and data collection were conducted by ateam of three
expatriate lawyers, supported by a Ukrainian law student and an interpreter. Given time
constraints, data collection was limited to the Kiev area, however, interviews were conducted with
individuals familiar with current conditionsin various regions of Ukraine. The diagnostic
methodology employed during this assessment was mirrored that of earlier assessments
conducted in Poland and Romania.

Population (millions) 38.7 22.5 50.5 16.3
Area (km?) 312,683 237,500 603,700 2,717,300
1997 GDP Per Capita’ $6,400 $5,200 $3,170 $2,880
Ave. D GDP (1990 — 1996) 3.2% 0.0% -13.6% -10.5%
% GDP — Government 18.5 10.1 22.0 12.3
% GDP — Industry 30.7 38.7 40.1 30.4
% GDP — Agriculture 5.1 22.8 12.3 12.9
% GDP — Services 64.2 38.5 47.7 56.8
FDI (Cum. 1989 - 98 in $20 $3.4 $2.0

billions)

FDI (Cum. per capita) $5,170 $1,510 $40

Corruption Index’ 4.6 3.0 2.8 -
Credibility Index* 68.05 52.96 >40 48.04
EBRD Lega Transtion 4/4 3/4 2/2 2/2
Index’

Moody's Emerging Mkt. Baa3 B3 B3 Ba3
Rating

2 |nternational Monetary Fund, stated in constant dollars.

3 Transparency International 1998. Scale = 1 - 10. Higher scores indicate less corruption.

“ Euromoney Magazine, December 1997. Scale=1 - 100. Higher scoresindicate greater credibility of government
offerings and undertakings.

® European Bank for Reconstruction & Development, 1998 Transition Report. Scale = 1 - 4+, where 4+ is most
advanced. 1997 and 1998 figures are included. Of those countries included in the sample, only Romania's score
changed between 1997 and 1998.

Booz-Allen & Hamilton Inc.
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Asindicated by the table of general economic indicators and perception indices above, Ukraineis
lagging behind in the transition to a market economy. Per capita GDP is approximately half that
of Poland, and only 10% larger than that of Kazakhstan, which in relative termsis significantly
lessindustrialized than Ukraine. Of the sample group, Ukraine's economy has contracted
substantially more than the others, and the state sector remains a significant (+20%) portion of the
€conomy.

In general, the pace and content of economic reform in Ukraine lags behind many of the countries
intheregion. Privatization of small enterprisesin Ukraine is complete. To date, sharesin
approximately 75% of the medium- and large-scale enterprises available for privatization have
been transferred to private holders. Progress toward reducing the government's "negative list" of
large-scale enterprises not included in the privatization program has been limited.

A significant constraint to doing business in Ukraine remains the relative lack of transparency,
stability, and predictability in the legal and regulatory norms governing private sector activity.
The results of the diagnostic assessment tend to support this genera perception. Many of the
problems encountered in Ukraine were found in both Poland and Romania. The chief differences
among them in this respect seem to be largely in degree of magnitude and nuance. A more
detailed comparative assessment of these findings will be provided in a Synthesis Report that will
be prepared following the Kazakh diagnostic assessment.

Il. Summary Indicator Results

The summary table on the next page contains the raw Tier | and Tier Il indicator results. No
attempt has been made to "balance” the four dimensions of this analysis, or give differential
weighting to the subject matters areas. For a detailed discussion and analysis of the results,
please consult the Tier 111 tables and associated narrative discussion for each subject matter
area.

Based on the results of the in-country assessment, Ukraine ranks well behind both Poland and
Romaniain terms of overall development of the commercial environment. At 41% of the total
possible score, Ukraine's legal and regulatory environment can be characterized as generally
hostile to legitimate commercial activity. Bright spotsfor Ukrainein the first dimension of this
anaysis—the legal framework—include collateral law (76% of the total available pointsfor
scoring) and the Law on Foreign Direct Investment (89%). Ukraine'slega framework for
international trade (56%) and bankruptcy (41%) were rated lowest in the assessment. Further
explanation of the methodology and interpretation of these raw scores appears in subsequent
sections of this report.

The institutional framework for implementation and enforcement of the laws and regulations
within the seven subject matters areas was relatively weak across the spectrum for Ukraine. For
implementing institutions, the areas of FDI (18%), bankruptcy (45%) and trade (34%) ranked
lowest, while implementing institutions for collateral and company faired somewhat better (56%

Booz-Allen & Hamilton Inc.
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and 52% respectively). A more detailed narrative analysis of these findings can be found in the

subject-specific narrative descriptions that follow.

The third dimension of this assessment found the supporting institutions to be weakest in the areas
of trade (19%) and FDI (28%), and strongest in contract law (50%). Given the well known
difficulties of contract enforcement in Ukraine, this result may actually overstate the relevant

importance of such supporting institutions as law firms, notaries, and bailiffs.

1. Lega Framework

59%

41%

2. Implementing Indtitutions

62%

45%

3. Supporting Ingtitutions

52%

33%

4. Market for Effective Bankruptcy System
B. COLLATERAL

1. Lega Framework

45%
32%

44%

28%
48%

76%

2. Implementing Indtitutions

13%

56%

3. Supporting Ingtitutions

35%

31%

4. Market for A Modern Collateral System
C. COMPANY

1. Lega Framework

37%
62%

63%

30%
44%

47%

2. Implementing Ingtitutions

73%

52%

3. Supporting Ingtitutions

70%

42%

4. Market for Efficient Company Law
COMPETITION

1. Lega Framework

43%
60%

66%

33%
41%

55%

2. Implementing Ingtitutions

62%

42%

3. Supporting Ingtitutions

62%

42%

4. Market for Open, Competitive Economy
CONTRACT

1. Lega Framework

49%
63%

74%

28%
45%

50%

2. Implementing Ingtitutions

73%

49%

3. Supporting Ingtitutions

66%

50%

4. Market for Efficient Contract Law
FDI

1. Lega Framework

37%
57%
96%

30%
41%
89%

2. Implementing Indtitutions

58%

18%

3. Supporting Ingtitutions

38%

28%

4. Market for Increased FDI
G. TRADE

1. Lega Framework

37%
54%
90%

30%
33%

56%

2. Implementing Indtitutions

53%

34%

3. Supporting Ingtitutions

40%

19%

4. Market for Trade Liberalization
AGGREGATE TOTALSfor all areasof law

The "market" for commercia law reform in Ukraineis smilarly weak across the seven subject
matter areas and below both Poland and Romania.  The relative imbalance in the "market” can be

7%

35%
55%

21%
41%

Booz-Allen & Hamilton Inc.
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characterized by arelative oversupply of inadequate, incomplete, and often conflicting laws,
regulations, and institutional arrangements, in response to aweak, and rather diffuse level of
demand from the private sector.

I11. Noteson Scope & Methodology

This diagnostic assessment was designed to help achieve the following objectives:

1. To provide afactual basisfor characterizing the degree of development and the level of
effectiveness of the commercial law reforms initiated in Ukraine since independence in
August 1991,

2. To provide amethodologically consistent foundation for drawing cross-country
comparisons in an effort to identify and describe the root causes of the
"implementation/enforcement” gap; and,

3. Toprovide anaytical and planning tools and metrics that will help USAID design new
approaches to sustainable, cost-effective C-LIR interventions in the region and elsewhere.

For the purposes of this effort, "commercial law" is defined to include the following substantive
legd aress:

- Bankruptcy - Mechanismsintended to facilitate orderly market exit, liquidation of
outstanding financia claims on assets, and rehabilitation of insolvent debtors.

- Collateral - Laws, procedures, and intitutions designed to facilitate commerce by
promoting transparency, predictability, and simplicity in creating, identifying, and
extinguishing security interestsin assets.

- Company - Legal regime(s) for market entry and operation that define norms for
organization of forma commercial activities conducted by two or more individuals.

- Competition - Rules, policies, and supporting institutions intended to help promote and
protect open, fair, and economically efficient competition in the market, and for the market.

- Contract - Thelega regime and institutional framework for the creation, interpretation, and
enforcement of commercia obligations between one or more parties.

- Foreign Direct I nvestment - The laws, procedures, and institutions that regul ate the
treatment of foreign direct investment.

- Trade- Thelaws, procedures, and ingtitutions governing cross-border sale of goods and
Services.

Booz-Allen & Hamilton Inc.
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Each of these substantive areas has been assessed by collecting data across the four sample
countries. Within each of these substantive areas, four "dimensions' of C-LIR are proposed as a
conceptua framework for comparison. Theseinclude:

- Framework Law(s) - Basic legal documents that define and regulate the substantive
rights, duties, and obligations of affected parties and provide the organizational mandate
for implementing ingtitutions (e.g., Law on Bankruptcy, Law on Pledge of Moveable
Property);

- Implementing Institution(s) - Governmental, quasi-governmenta or private institutionsin
which primary legal mandate to implement, administer, interpret, or enforce framework
law(s) is vested (e.g., bankruptcy court, collateral registry);

- Supporting Institution(s) - Governmental, quasi-governmental or private institutions that
either support or facilitate the implementation, administration, interpretation, or

enforcement
—
ramewor UKRAINE?
law(s) (e.g.,
bankruptcy
trustees,
nOtan eS) ’ Governments:
and, ¢ Legidate
* Enforce
*  Monitor
"Market" o e
- . nvi
* Subsdi fo! d ki
For C'I—I R = Government supplies goods & . ATrai: Ilze E?\fijrg]frnzme:p:? is;;;?;,a
The servicesto End Users... .Bus\r;eg:es. transparent, & efficient...
interplay of vl
. 1se
e Protest
stakeholder . B
in_tir_ests - Witray
within a
given
society,
jurisdiction,
or group
that, in
aggregate, exert an influence over the substance, pace, or direction of commercia law
reform.
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DDA DA
Within each substantive area, development indicators have been defined for each of the four
"dimensions’ of C-LIR. The figure below provides a conceptual overview of how the
development indicators are organized. The twenty-eight "cells" below represent groups of
development indicators (or simple propositions) that are designed to provide a "snapshot” of the
current state of commercial law reform in each subject area. From a practical standpoint, the
diagnostic assessment itself is performed by collecting and analyzing data through published
sources, and face-to-face interviews, that are used to popul ate the development indicator tables.

Conceptual Overview of C-LIR Development Indicators

I/ Areas of Commercial Law Four "Dimensions’ of C-LIR

FRAMEWORK IMPLEMENTING SUPPORTING "M ARKET" FOR
LAW(S) INSTITUTION(S) INSTITUTION(S) C-LIR

Bankruptcy

Collateral
Companies

Competition
Contract

FDI

International Trade

Data are collected during Booz-Alleg & Hamil -
the dignostic assessments

to populate the devel opment
indicator martix
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V. Interpretive Noteson Interpreting C-LIR Indicator Tables

Figures 1 and 2 below illustrate how the indicator tables are organized and can be interpreted.
The first example presented is a summary table of "Tier I" and Tier I1" indicators for collateral
law. Thefour "dimensions' of commercial law development around which thisanalysisis
organized appear in the left column of table. In this case, the table summarizes the collateral law.
The next column to theright ("Ref.") contains a"reference value” (i.e., benchmark) against which
the countriesin this study will be compared. Asindicated, the total score for Country A (228) and
Country D (181) in the area of collateral law are to be compared against the reference value for
thisanalysis (400). From this example, it might be inferred that Country A's collateral law system
is more advanced than Country D's.

Fic.1-TERI & Il NDICATORS

COLLATERAL LAW REF. A B C D)
Legal Framework 100 85 D0 22 64
Implementing I nstitution 100 72 25 33 47
Supporting Institution —>(100 34 67 35 49
"Market" for C-LIR 100 37 53 66 21

4" Dimensions' of C-LIR

Country Totals="Tier I" Indicators
Sub-Totals="Tier 11" Indicators

The Tier | and Il indicatorsin Fig. 1 above are derived from the raw data collected in the course
of the diagnostic assessments. Tier | indicators provide the highest level of abstraction® and are
intended to be most useful to policy makers and those interested in broad regional comparisons of

FIG.2-TiERIlI & IlIl NDICATORS

B.1. LEGAL FRAMEWORK - COLLATERAL REF. A B C D
» 1 Law recognizes personal guaranties, either di- 10 2 1 3 7
rect or third party, and bank guaranties
2 Law recognizes non-possessory pledge in tan- 10 4 2 5 6
gibles.
3 Law creates a property interest that allows 10 4 2 5 8
holder to execute against the security.
4 Law allows flexibility in the type of security 10 10 2 2 4
interest created, and nature of the interest s-
cured.

SUB-TOTAL

40
Tier 111 Indicator " B.1.3"
————  Indicator |dentifier

16 7
T— Tier |1 Indicator

Reference Value for " Legal Framework"

commercia law environments. Tier Il indicators provide an intermediate level of detail, and are

® Tier | indicators consist of the sum of twenty-eight Tier 11 indicator values (i.e., four "dimensions" each for 7
substantive areas of law under consideration) for each country analyzed.

Booz-Allen & Hamilton Inc.
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intended to be useful in program design and management where diagnosis and resource allocation
are key concerns.

Tier 111 indicators provide the bedrock for thisanalysis. In Fig. 2 above, Tier 111 indicator values
are assigned based on the findings of the diagnostic teams. The Tier 111 indicators are summed to
yield the relevant Tier 1l indicator characterizing the legal framework for collateral law.

As noted above, 7 areas of substantive law are being S T e T e e
considered in thisstudy. The threetier approach forward to the rough places of the
outlined above, while admittedly complex, isintended law....

to provide both the level of detail required by a Plato's Republic, Book V.
specialist; yet the degree of abstraction required by
senior program managers and policy makers as they address macro-level issues.

V. Narrative Summary of Diagnostic Findings
A. Bankruptcy Law

Legal Framework

Ukraine' s bankruptcy law datesto the early days of the post-Communist period. The Law “On
Bankruptcy” was adopted on May 14, 1992 (Law No. 2343-XI1) and subsequently modified on
June 17, 1993, February 25, 1994, and in March 1995. The law gives few rights and protections
to creditors and does not alow for debtor-led reorganization. Also the law applies solely to legal
entities, leaving untouched individual entrepreneurs and non-business bankruptcies.

In the area of creditors rights, the law is defective by unduly restricting the circumstances under
which a creditor may file a bankruptcy petition. Creditors are only permitted to file bankruptcy
petitions after their claims have been liquidated in the civil courts and they have been unable to
collect on their judgments. Article 5 of the Law on Bankruptcy statesthat “a creditor can filea
petition commencing a bankruptcy case against alega entity which fails to satisfy an
acknowledged obligation within one month after performance is due or to satisfy a debt which is
evidenced by certified documents.” Sinceit is extremely rare for a debtor to admit the debt in
writing, the creditor must first bring an ordinary debt collection action with the incumbent delay
and expense related thereto. Asthere are costs associated with court proceedings, the creditor
must pay the required 5% state duty for civil actionsin advance. Once ajudgment is obtained, the
creditor then serves the writ of execution on the debtor’s bank, and if there are insufficient funds
in the account, must wait 30 days for a certificate of non-payment from the bank. Only after the
certificate of non-payment is obtained may the judgment creditor file a bankruptcy petition
(paying an additional 0.5% state duty).

Under the law, notice is not given to other creditors until 30 days after filing of the bankruptcy
petition. If the debt is paid before this notice is sent, the filing creditor may discontinue the case,
leaving other creditorsin the position of starting the process al over again. This delayed recourse
to bankruptcy protection leaves much to be desired in the protection of creditors’ rights.

Booz-Allen & Hamilton Inc.
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The second principa defect in the existing law isthat it is completely devoid of any of the tools
necessary to restructure an enterprise. Debtor-led reorganization does not exist because should a
debtor file for bankruptcy, it would immediately lose control of the company. The main choices
under the existing law are liquidation and sanation—uwhich involves an effort to separate the
salvageable parts of the company from those that will be liquidated. The *sanation” provision
assumes that an outside “ sanator” (investor) will agree to assume al the debtor’ s debtsin
exchange for an ownership position. In practice, sanation rarely takes place so it merely becomes
another form of liquidation.

Other significant defects in the current law are (i) the provision that allows lega entitiesto serve
as trustees and liquidators, resulting in alack of accountability, and (ii) the requirement that
creditor decisions be made by creditors holding two-thirds of the total debt, rather than asimple

majority.

Over the past four years there has been a growing consensus among reformers and their
supportersin the legidative and executive branches to abolish the law and start again. The
proponents of reform have argued for a bankruptcy law that would eliminate the above defects.

Reformers have focused on six key changesin the law:

» Broad, powerful, and flexible reorganization provisions would allow the debtor, with the
consent of creditors holding a majority of debt, to plan and implement its own reorganization
plan.

»  Amicable settlements between the debtor and creditors would be allowed.

* Intheam of generating internal capital for the company to continue operating, there would be
amoratorium on debt payments upon filing.

» Explicit authority for debt forgivenessis provided, including forgiveness of al taxes more than
two years old, with up to six years to pay off taxes less than two years old.

» Toincrease accountability and transparency, only natural persons who have been trained and
licensed would serve as reorganization and liquidation managers.

» Creditor voting processes would be streamlined and calculated to produce decisions. Creditor
decisions would be taken by majority vote of the debt present, and bind dissenting creditors.

The new law would make reorganization the first choice, with liquidation the last resort.

The reorganization provisions provide the flexibility to do amost anything lega and necessary to
reorganize successfully. It provides, for the first time, away to deal with huge tax debts
accumulated under prior confiscatory rates. Simple mechanisms would promote agreements by
the parties.

On June 30, 1999 after months of debate, the new bankruptcy law—the Law of Ukraine on

Restoration of the Solvency of the Debtor or Declaring it Bankrupt—received final approval by
the Verkhovna Rada, Ukraine' s parliament. There were substantial changes from the version of
the law passed on second reading. After June 30, the law then went through final editing by the

Booz-Allen & Hamilton Inc.
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Parliament’ s legal and editing department, a practice not intended to change the substance of the
law. The law has now been presented to the President, who can either signiit or veto it. Asof
August 15, 1999 the President had not yet acted.

Without having reviewed the actud, final text of the law, it is not possible to say to what extent
the new law meets the objectives of the reform constituency that promoted it. We do know that
last minute changes to the amicable settlement agreement provisions (Article 39) of the law,
apparently intended to strengthen the debtor’ s hand, will probably have the opposite effect to what
was intended by making it more difficult for the debtor to get creditors to agree to forgive debt.
Also anew clause requires that only creditors with “indisputable claims,” a defined term, can file
for bankruptcy. Thiswould appear to require creditors to go through the same kind of arbitrary,
expensive, and time-consuming “action proceeding” to liquidate their claims before filing as they
do now. If so, thiswould carry forward into the new law one of the least desirable aspects of the
old law. Of course, any definitive comment must await the final text of the law.

In short, Ukraine' s existing Legal Framework for bankruptcy is serioudly flawed, and the extent to
which the situation will be improved by anew law that is awaiting Presidential signature remained
unclear as of August 1999. The numerical scores attached to the Legal Framework indicators
show lower scores for Ukraine than given to Poland, Romania, and Kazakhstan.

Implementing Institutions
There are two implementing ingtitutions for bankruptcy in Ukraine:

» The Agency for Bankruptcy is responsible for training and licensing arbitration managers and
has been a strong proponent of reorganization.

» Thearbitration courts actually hear and decide bankruptcy cases, and there is a hierarchy of
arbitration courts headed by the Supreme Arbitration Court of Ukraine.

According to statistics compiled by the Agency for Bankruptcy, there has been a growing volume
of bankruptcy casesin Ukraine. During 1996 there were 6,562 bankruptcy cases which increased
t0 9,645 casesin 1997. In 1998 that number increased to 12,281. Within these figures are a
considerable number of unresolved cases that were carried forward from the prior year.

Most of bankruptcy cases are filed by tax authorities. Ukraine' s tax law also encourages creditors
to file because bad debts cannot be written off without a determination by the arbitration court that
the debtor is bankrupt. Although stiff filing fees make bankruptcy an expensive proposition for
large creditors, bankruptcy is used as a debt collection device by smaller creditors who can afford
the filling fees. The pattern in such casesis that the creditor files apetition, is paid off by the
debtor, and then withdraws the petition. Debtors almost never file for bankruptcy.

The vast majority of these casesinvolve liquidation and not sanation. According to Agency for
Bankruptcy statistics, the number of sanations and liquidations ordered by the court were,
respectively, 33 and 855 in 1996, 32 and 2320 in 1997, and 9 and 2896 in 1998.

Booz-Allen & Hamilton Inc.
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Many of these bankruptcy cases ultimately involve corporate shells that have literally no assets
and are only fit for liquidation. Bankruptcy cases may linger for years, while assets waste away.
Large state-owned enterprises typically continue to operate while insolvent. When unable to
continue, production is shut down without filing for bankruptcy, in the hope of a future restoration
of the business. Many private sector bankruptcies occur in situations where promoters set up a
private trading company, do one large transaction, and then abandon the company without paying
creditors or tax.

Although the courts may invalidate fraudulent transfers of company property within specified
periods before bankruptcy, they seldom do so. There are two voidable preference periods
specified in Article 15 of the current law. First, the arbitration court may void any sae of the
debtor’ s property made within three months prior to the start of insolvency proceedings if the
transaction was effected to further the interests of a creditor (or another party with interestsin the
debtor). Second, the arbitration court may void any sale of the debtor’s property made within one
year prior to the start of insolvency proceedingsif:

(i) the transaction has as its objective the concealment of property in order to avoid the

payment of debts,

(i) the sale priceis substantialy below the fair market value of the property, or

(iii) the debtor isinsolvent on the date of sale or has become insolvent as a result of the

sale.

Asamatter of practice these preferences are rarely recovered.

Supporting Institutions

From an ingtitutional point of view, the role of the arbitration courts and the Agency for
Bankruptcy as implementing institutions must be supplemented by a community of experts who
understand the bankruptcy process and can effectively implement the bankruptcy laws. This
community of expertsis considered the Supporting Institutions for purposes of this diagnostic.
Supporting Institutions include trustees, clerks, appraisers, liquidators, crisis managers, bankers,
lawyers, etc.—all of whom are willing and eager to implement the bankruptcy laws.

To date, practically none of this support structure for bankruptcy existsin Ukraine.

Given the weaknesses in the Legal Framework and Implementing Institutions for bankruptcy, it
would probably be unrealistic to expect that the Supporting Institutions would be much stronger
than they are. The current weakness of the sanation option in existing law and the heretofore lack
of mechanisms for reorganization serve to dampen the growth prospects for Supporting
Ingtitutions.

In amarket economy, the decision to reorganize or liquidate turns on which option pays the
greatest dividends to creditors. But in Ukraine the mechanisms for reorganization do not exi<t,
and the liquidation of asset-stripped enterprises does not pay enough to support Supporting
Ingtitutions.
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Lastly, since no compensation to Supporting Institutions is specified in the law, thereis no
incentive for them to develop.

The* Market” for Bankruptcy Reform

The “Market” for bankruptcy reform in Ukraineis not robust. This should be evident from the
prior sections and is reflected in the numerical scores attached to the “Market” indicators for
Ukraine. Theseindicators point out the deficiencies both in the Supply and Demand side of the
equation.

On the Supply side, there are problems both with the substance and the process of the law.
Everyone knows that the existing bankruptcy law is defective and about to be replaced—hopefully
with amuch better product. Until thereis an effective, user-friendly law in place, it will be hard
to generate much enthusiasm for bankruptcy as an institution.

Reacting to imperfections on the Supply side of the ledger, banks and the private sector have not
heretofore devoted much attention to bankruptcy. Creditors have developed their own debt
collection (i.e. strong arm) methods unrelated to the bankruptcy laws. Bankruptcy does not fulfill
the efficient market-clearing mechanism that it doesin the West. In Ukraine, no market presently
exists to operate as an exit mechanism for loss-producing enterprises. Demand for the Agency for
Bankruptcy’ straining sessions is strong, even before enactment of the law that would create
paying jobs for arbitration managers. But thisinterest has not been trandated into a generalized
demand for bankruptcy law reform. Hence, as of thiswriting, the “Demand for Bankruptcy Law”
cannot be said to be vigorous.

With agood law in place and a demonstrated serious commitment by government to seeiit
enforced, demand should change, which is when the community of bankruptcy expertswill take
root. Once this happens, they will start to organize themselves to advocate and |obby for
improvementsin the law. Asthe pace of reform quickens, new interest groups form and the
policy agenda becomes more extensive. Liberalization of the business environment can be a
powerful catalyst, setting off a virtuous cycle where each reform makes the next one easier.

At the moment, this goal seems along way off in Ukraine.
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B. COLLATERAL LAwW

Legal Framework

The Ukraine moveable property pledge registry (“Registry”) became operational on March 1,
1999, which ushered in anew erafor lending secured by moveable property in Ukraine. In
conjunction with amendments which allow for so-called self-help seizure upon default, the
creation of the Registry will take Ukraine several steps forward in the development of afully
functional secured financing system.

Creation of the Registry was designed to address the drawbacks of the prior law—i.e. the Law of
Ukraine On Pledges dated October 2, 1992. Under this law, pledgors were required to keep a
“Book of Pledge Entries’ in which al pledges on their property were to be noted. The reliance on
pledgors to provide notification of existing pledges resulted in considerable fraud. Desperate or
dishonest pledgors had both the incentive and ability to create numerous pledge books in order
fraudulently to obtain additional financing. While the pledgor was liable for fraudulent entriesin
its pledge book, the pledgor often had no resources to compensate affected lenders once the
fraudulent pledge books came to light.

Asaresult of these and other problems with the Pledge Law, the Ukrainian parliament amended
the pledge law in late 1997 to provide for the creation of the Registry for movable property. The
Pledge Registry System was developed with assistance from experts familiar with the American
Uniform Commercial Code Article 9 and the Canadian Personal Property Act notification
systems.

The amendments called for the Cabinet of Ministers to promulgate implementing regul ations and
also to determine the final location of the Registry. The general language of the amendments gave
significant discretion to the Cabinet of Ministersin creating the Registry to minimize potential
opposition at the legidative stage.

The implementing regulations, namely “Procedures for Operating the State M oveable Property
Pledge Registry,” approved by Resolution of the Cabinet of Ministers No. 1185 on July 30, 1998
(“Regulations”), flesh out many of the issues |eft open by the general language of the 1997 Pledge
Law amendments. The Regulations are relatively straightforward and contemplate the creation
and operation of auser friendly Registry.

The Ministry of Justice ("MOJ")was selected as the implementing entity, with its wholly-owned
entity StatelnfoJust, charged with administration of the system. StatelnfoJust interacts with
customers directly or through its central registry and 25 regional offices. In addition, state notary
offices, private notaries, and commercial banks may serve asregistry offices. Partiesto pledge
agreements will therefore have a choice as to whether to register a pledge directly with a

Statel nfoJust entity or instead to go to their local bank or aloca notary.
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This structure varies from the original concept in one important respect. It was always
contemplated that the pledge registry system would operate over the payments clearing system of
the National Bank of Ukraine (“NBU”) to which all banks in Ukraine are connected, in order to
give banks (initially expected to constitute 95% of pledgees) direct access to the registry.
Connectivity with the NBU system is still an important goa, but it is not as automatic as it once
was. Prior to any use of the collateral registry system, commercial banks must have signed an
agreement with the MOJ on terms of use, liability, service, and cost. Asof March 1999, 13
commercia banks were considering connectivity to the system.

Related to collateral pledgesis the creation by decree of a so-called “tax pledge” during the
summer of 1998. The tax administration is entitled to place the property of delinquent taxpayers
under atax pledge that, in turn, severely limits the ability of the debtor to sell the property subject
to the pledge. The state tax administration is required to register any tax pledges in the Registry
in order to ensureiit retains its priority in the property of adelinquent taxpayer over subsequent
pledge holders. This gives creditors a public mechanism whereby they may determine whether
the priority of their pledge will be undermined by the existence of prior outstanding tax liabilities,
avoiding the problems of secret tax liens which have plagued Central and Eastern Europe.

Implementing Institutions

Thefirgt of itskind in the former Soviet Union, the new Ukrainian Pledge Registry is a state-of -
the-art system designed to reduce the type of fraud resulting from the previous pledge law’s
ineffective provisions governing third party notification of existing pledgesor liens. The
amendments also simplify the pledge law’ s provisions governing seizure of property subject to
lien after debtor defaults.

The creation of the Registry and the corresponding public access to information about debtors are
clearly critical stepsin ensuring that creditors obtain real value from taking a pledge on movesable
collateral (that real value to be presumably passed on to borrowersin the form of lower interest
rates and/or longer loan terms).

However, the Registry is new and thereis along way to go before it can be said to be
institutionalized. System hardware and software were being tested during March 1999. The first
substantive task was to re-register 30,000 existing pledges. As of June 30, 1999, some 25,000
pledges had been registered in Ukraine. Also, 80,000 existing tax liens need to be registered.
Thisis more work for the Registry but is something that the commercial bank customers want
(and need) very much—so it must be treated as a priority.

The key implementing institution is the Ministry of Justice, with support from the National Bank
of Ukraine. Because of the inclusion of tax pledges within the Registry, the State Tax
Administration may become an implementing entity but at the moment its role is more
“supporting.”

The Regulations provide for registration of pledges on the application of a pledgor or pledgee with
aRegistrar or directly with the Registry. The registrar is to register a pledge within 2 days of
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receipt of acompleted pledge registration application. The cost of registration and obtaining
extracts from the Registry is quite low, the equivaent of about $10 and $5, respectively, at March
1999 exchange rates.

The application processis quite smple, and the application must only contain:

1. Identifying information on the pledgor and pledgee (name, address, and for Ukrainians,
either the individual’ s identification number or the identification code in the Centralized
State Registry of Enterprises and Organizationsin Ukraine; foreign entities are required to
give their country of officia registration), and

2. A general description of the collateral except if the collateral isin the form of movesble
property subject to state registration such as vehicles, combines, ships etc. Inthat case,
the seria number, name of the model, and year of production must be added to the generd
description of the collateral.

Supporting Institutions

In making the collateral law aredlity, akey role has been played by a Working Group chaired by
the Ministry of Justice that has distinguished itsalf by its stability and cohesiveness. In addition to
the implementing institutions identified above, the group includes the Association of Ukrainian
Banks, which represents the interests of one set of customers; the Supreme Arbitration Court,
which made important suggestions in the statutory and regulatory area; and the State Tax
Administration, which is particularly interested in the tax pledge provisions.

The“ Market” for Collateral Law Reform

Asisevident from the above discussion, the “market” for collateral law reform is much stronger
than exists for bankruptcy. Although not perfect, the new collateral and pledge registry law and
regulations were sufficiently attractive to the Ministry of Justice, the commercia banks, the
Nationa Bank of Ukraine (NBU), and the State Tax Administration in order to create a genuine
public/private partnership. Considering that the amendments to the Pledge Law were adopted in
late 1997, this reform has moved quickly.

Oneimpressive feature is the recent positive action on the demand side. Commercial banks, the
NBU, and the private sector have already started lobbying for improvements and refinementsin
the system. Thisisagood sign that shows their commitment and interest in the particular reform
area. And, perhaps it signalsthe start of a*“virtuous cycle” on collateral law where each reform
makes the next one easier.

One must not be blind to the challenges ahead. In many transition countries pledges may be
feasible on paper but they are stymied by pitfallsin the registration system or by cumbersome
foreclosure procedures. Ukraine' sregistry has only just begun. Y et still, the past year’s
accomplishments on the registry are quite impressive for a country that in many reform areas has
lagged behind its neighbors.
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Of course, the bottom line is whether there are increased amounts of credit and/or better loan
terms available to private entrepreneurs through commercia lending attributable to the new
collateral law and registry. We have to be patient on this but still thisisthe result that we are
seeking. It cannot be ignored indefinitely without undermining the assumption on which this
assistance is based.
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C. COMPANY LAwW

Legal Framework

Ukraine' s company law isthe “Law on Business Associations’ dated September 19, 1991 (Law
of Ukraine No. 1577-X11) as subsequently modified. Ukraine recognizes five business
organizations: the joint stock company, limited liability company, additiona liability company, full
liability partnership, and limited liability partnership. Thefirst two are currently the most
commonly used form of business organizations in Ukraine.

The company law was enacted at the beginning of Ukraine' s independence to serve as the legal
base for private business undertakings in contrast to state companies. Since then, the law has
been changed little and provides few of the protections found in Western corporate law. The
weakest area is corporate governance—the duties and responsibilities of directors and the
protection and rights afforded to shareholders.

In 1998 a new draft Joint Stock Company law was prepared with the assistance of foreign experts
which would have created a framework for private sector companies that is familiar to western
businessmen and lawyers. However, the law was not enacted, and passage is not anticipated in
the near term.

One of the greatest weaknesses in the existing law is the protection of shareholder rights.
Shareholder rights are commonly defined astheright (i) to participate in acompany’s affairs
through attendance at shareholder meetings and voting rights, and (ii) to participate in profitsin
the form of dividend payments and claims upon liquidation of the company. The fiduciary duties
that in most legal systems run from directors to shareholders are totally lacking. The
responsibility of general managers/directors to the shareholdersis limited to gross negligence
only.

The problem'sin protecting shareholder rights is particularly acute for minority shareholders
generally and in cases where share participation is limited by law. For example, Ukrainian
legidation limits foreign participation to 49% or lessin certain sectors such as publishing houses,
insurance, and privatized “strategic” enterprises. In fact, even when foreign investors are majority
shareholders, they may be the target of legal and extra-legal harassment. One U.S. law firm
advisesits clients that 76% should be the minimum investment in a Ukrainian company.

Anything lessis an invitation to stalemate or worse.

The complexity and cost of procedures for registering a business has been a persistent problemin
Ukraine. Thesimple act of officially registering a business has grown into a complicated multi-
stage procedure requiring extensive time and money. While this situation may have been just an
annoying nuisance for rich, established firms, it created an insurmountable barrier to some
entrepreneurs struggling to begin operations. Recent improvementsin this area are described in
the below section on Implementing Institutions.
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Apart from recent improvements in legislation governing business registration, the existing lega
framework for company law in Ukraine remains serioudly flawed. The numerical scores attached
to the Legal Framework indicators are lower for Ukraine than for Poland, Romania, and
Kazakhstan.

Implementing Institutions

The registration of companiesin Ukraineis handled at the district (rayon) level. Each district has
its own registration office. The registration procedureis mainly regulated by Article 8 of the
“Law on Entrepreneurship” dated 26 February 1991 and by the regulations of the Cabinet of
Ministers. Many of the required documents and steps in the registration process are similar to
those found in other countries. Some documents, such as the approva of the Anti Monopoly
Committee and the identification code of the Statistic Committee, are additional requirements that
may be time-consuming but are not generally onerous. However, local registration bodies have
tended to follow their own internal instructions on registration in preference to the controlling
legidation. Many have been inventive in creating “additional requirements’ and finding reasons
to refuse registration. The most frequent “ additional requirement” is the “mandatory contribution
to the social fund of the registration body” prior to the registration. Another popular “additional
requirement” is the submission of the property certificate of the premises rented by the entity to be
registered. Registration bodies often refuse registration with the argument that the submitted
documents are not in conformity with Ukrainian law. Frequently, corporate charters and
foundation agreements have to be redrafted several times. Thisis true even where they are within
the limits of the law and strictly regulate the parties' relationship and accordingly do not affect the
public interest.

After years of mounting complaints from domestic and international business groups, and to meet
World Bank conditionality, the Government simplified the business registration procedures by
amending Article 4 of the Law on Entrepreneurship. The reformed procedures were made
operational by Cabinet of Ministers Resolution No. 740 On the Procedure for State Registration of
Entrepreneurial Activities of May 25, 1998. The new procedures came into force on July 3, 1998
and in essence state that the local office must register a business within 5 working days from
submission of the specified documents. Once a company is registered, the taxation authorities
must register the company within 2 days from the submission.

In September 1998, the Regulatory Reform Project of IRIS and International Finance Corporation
(IFC) organized a study to determine the impact of the changes in the Law on Entrepreneurship
on business registration practices. Approximately 200 in-person business surveys were
conducted in three regions of Ukraine—Sumy, Zhytomyr, and Lviv—with firms that had
registered in the period after the new regulations had come into force.

The study found clear evidence of improvements in the business registration system. The average
time required to complete the business registration application process was 3.8 days. Thisiswell
within the legal stipulated five-day period and is a significant improvement from the situation in
thefall of 1997. A total of 9.0 days were required by the average respondent to assemble al the
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required documents, submit an application, and be formally registered. The same process took
34.7 days under the old registration system.

Also the costs of business registration were cut substantialy. Costs include fees paid directly to
the state and fees paid to notaries, accountants, and others to prepare the necessary documents.
The average total cost of business registration was 200 hrivna—which compares favorably to the
383 hrivnathat was required to register a business under the old system.

The study aso found awide divergence in the average cost and time required to complete
registration in the three regions, indicating that the implementation of registration procedures was
strongly affected by the behavior of local officials. For example, the researchers found evidence
that sole entrepreneurs registering in Lviv had been charged 8 times more than they were charged
in Zhytomyr and the process took days longer.

The business registration system has definitely been improved, but whether the new system
becomes generalized countrywide is not yet clear. Similar reforms have been attempted before,
and after a burst of reforming energy the situation reverts to the status quo ante because of the
pressure on local governmental units for off-budget financing and the well established practice of
rent-seeking by officias.

Supporting Institutions

Thisareais practicaly initsinfancy in Ukraine. Inthe West, universities, foundations, think
tanks, business associations, etc. are key participants in the public policy dialogue that leads to
improved corporate governance and protection of shareholder rights. However, this support
structure for company law does not exist in Ukraine.

Perhaps the only consistent advocacy for change in the company law area comes from foreign
banks, law firms, and accounting firms. To date, their efforts are more like acrying for help in the
wilderness rather than a coherent policy dialogue that islikely to change the situation. Ukrainian
counterparts seem more reconciled to the status quo, having developed their own individual
survival strategies.

The* Market” for Company Law Reform

To date, the demand for company law reform in Ukraine has been fairly muted. The most
pressing need is corporate governance—especialy the duties and responsibilities of directors and
the protection and rights afforded to shareholders. However, the supply of lawsinthisareais
poor and things do not look any better on the demand side.

The most promising area for seeing how the “market” for company law reform might develop has
been in reforming business registration procedures. The IRIS/IFC study seemsto show that it is
possible to detect and quantify an improvement in regulatory practices produced by achangein
legidation. Registration practices did improve due to the smplicity of the new procedures, and
the explicit description of al proceduresin the implementing regulation. These are features that
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should be included in the drafting of all subsequent regulations. Thisis avaluable Lesson
Learned for the Supply side of the “market” equation.

The IRISIFC study also has some interesting observations for the demand side aswell. The
Konotop City Administration (in the Sumy region) has demonstrated the capacity of local officias
to multiply the impact of reform. In Konotop, business registration has gone from being a
government-sanctioned nuisance and barrier to entry to being a model of government-business
cooperation. Not asingle instance of refusal or delay in registration was recorded in the entire
Sumy region. Loca officials can be active participants in regulatory reform aslong asthey are
convinced of its benefits. Once the ball starts rolling on the demand side, then the private sector
and civil society pick it up and keep the momentum going. But will this burst of demand activity
be apassing fad or a permanent change? Bursts of activity and/or progress should be monitored
in the future for possible Lessons Learned for other areas of reform.
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D. COMPETITION LAW

Legal Framework

Ukraine' s competition law consists of the Law on Restriction of Monopoly Practices and
Prevention of Unfair Competition in Economic Activity of 1992 and the Law on Prevention of
Unfair Competition of 1997. The activity of the Antimonopoly Committee, which is the principal
implementing agency, is regulated by the Law on the Antimonopoly Committee of Ukraine of
1993.

Ukraine, as al other former Soviet republics, inherited a highly concentrated industrial structure
with a completely monopolized distribution sector. Retail trade monopolies began to break up
dowly aready in Soviet times, but the production and wholesale sectors remained dominated by
state-owned monopolies or enterprise associations. Ukraine
Manufacturing and commercial had no experience i_n promoti ng competitive pr_actices On
monopolies owe their originnottoa | the contrary, the existing state structures were in charge of
tendency imminent in a capitalist establishing socially acceptable prices and preventing

economy but to governmental specul ative transactions.
interventionist policy directed
against free trade and laissez faire.

Given this situation, the country has made remarkable efforts
| tiehnios Micoe "G alicr® in devel oping antimonopoly legislation and practices. The
legidation of Ukraine, devel oped with substantial
international assistance, provides the base for vigorous enforcement of sound competitive
principles, particularly in the area of the protection from unfair competition.

The competition law defines in detail such terms as "monopoly position,” "monopoly prices and
activities," and "monopoly associations." The law generally prohibits agreements between market
participants that distort or prevent domestic or regional competition. The law also prohibits abuse
of monopoly power, including discriminatory prices and practices for selected customers.
Specific provisions prevent local or central authorities from discriminating against particular
market participantsin favor of other market participants. The law aso providesfor the
compulsory break-up of the existing monopolies, and specifies the possible exceptions from this
rule. Thelaw restrictsin equal manner the formation of vertical and horizontal monopolies.
Finally, the law provides serious sanctions for violations.

There are several perceived deficiencies in the existing legidation. First, the law does not regulate
state assistance as aform of unfair competition, thus permitting anti-competitive advantages to
some firms, particularly in the production sector. Severa privatized major enterprises now enjoy
afavorable position not only vis-a-vis potential foreign competitors, but also with respect to the
local competition. While positive discrimination is clearly prohibited by the law, the more favorite
treatment of particular competitorsisnot. Second, the law requires burdensome pre-
establishment and pre-merger reviewsin all cases, without any specific threshold. Thisisinfact a
licensing procedure for al economic activities. Although the implementing institutions maintain
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that such review isaformality, with permission given in all cases, the existing procedures may be
effectively used to prevent competitors from entering the market. Besides, they resultin a
misallocation of resources from productive activity smply to satisfy unnecessary formal
requirements.

Finaly, the law exhibits some of the technical weaknesses common to much post—Soviet
legidation in the region. It refersto action by the Anti-Monopoly Committee (AMC) “pursuant to
the applicable legidation™ but does not specify the applicable legildation. In fact, in most cases
thereis no corresponding legidation. Thisleaves wide discretion for the AMC and makes
arbitrary action possible. (For example, see Section 14 on pre-formation and pre-merger control,
and Sections 23-1 and 23-2 on the procedure for taking decisionsin particular cases).

Section 24, regulating the procedure for appeal from AMC decisions, is particularly unclear.
While it authorizes appeal s before the courts of general jurisdiction or the arbitration (arbitrazh)
courts, but does not specify the procedural rules applicable to the appeals, nor define the
jurisdictional differences between the arbitration courts and the general courts. Although each
court has applicable rules of procedure once a case is within the system, these rules do not
expressly foresee appeal from decisions of a government agency such asthe AMC, but deal with
lower court decisions.

The Law on Prevention of Unfair Competition’ is an improvement on the 1992 law, as the former
is better organized and more modern. It definesin detail the cases of unfair competition in the use
of trade marks, industrial samples or good will of competing companies, and of unfair business
practices (e.g., discriminatory agreements, use of trade secrets, unfair use of competitors
employees, and unethical professional behavior). Implementation of the law is restricted,
however, by the lack of clear procedural rules and other implementing legisation.

The Law on the Antimonopoly Committee of Ukraine® establishes the territorial structure and
appointment of the members of the AMC. It failsto provide the procedures for making decisions,
and it contains several ambiguous provisions. Particularly unclear are the intended obligations of
the AMC to “address’ the courts when necessary and to “coordinate” the work of the Committee
with the office of the Procuratura (smilar to an Attorney General). While "coordination™ appears
to be smply arole of working with institutions of equal importance, the law does not define the
AMC's authority or function.

Implementing Institutions

The Antimonopoly Committee of Ukraine is a state agency, established by the Supreme Council
of Ukraine and subordinate to the Government. It consists of a Head, appointed for a seven-year
term by the Supreme Council, and ten State Commissioners. The Head of the Antimonopoly
Committee is member of the government. The Committee maintains a network of local

" Dated June 7, 1996, most recent amendment November 11, 1997.
8 Dated November 26, 1993.
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subdivisions, which follow the administrative division of the country, with atotal staff of about
600 people.

As many other government agencies, the Antimonopoly Committee suffers from high turnover of
qualified staff, inadequate facilities, and limited allocation of budgetary resources.

In 1998, the Committee identified and prosecuted 1,711 cases of violations of the antimonopoly
legidation, which represented an increase of over 1.7 times compared with 1997. The cases
prosecuted pursuant to complaints from affected economic entities or individual s increased more
than 3.3 times (599 in 1998, compared to 184 in 1997), representing 35% of the total caseload.

In 1998, the number of cases against the (primarily local) state administration for discriminatory
practices against particular economic entitiesincreased markedly. Of the 574 cases brought,
approximately 20% were related to imposition of illegal taxes and other fiscal measures that
restricted the ability of new participants to enter the market; 18% were cases of forced contracts,
and 30% were restrictions on the purchase of particular commodities by various economic
entities. Particularly serious are the casesin which loca and central authorities require private
businesses to enter into contracts with unnecessary intermediaries between the state
administration and the users of government services (i.e. companies “facilitating” customs
processing or company registration), or to obtain mandatory insurance from a specific insurance

company.

Such a casdload isindicative of the continuing, inappropriate strong state involvement in the
economy, particularly at the local level, and the ability of the local authorities to influence business
decisionsin both formal and informa manners. For comparison, there are almost no such casesin
the reforming economies of Central and Eastern Europe.

The Committee has generally concentrated its price control activities in the natural monopolies
sector, assuming that natural monopolies are most likely to abuse their economic position. The
increases in the cost of communal services (different utilities) and the local transport have been
particularly targeted and represent over 60% of all cases of abuse with monopoly position. But
the emphasis on the activities of the natural monopolies turns the Committee into a mostly
regulatory agency involved in price formation, at the expense of other monopoly activities, such as
anti-competitive agreements and restrictive contractual practices. Excluding the cases against the
natural monopolies, in 1998 there were 32 cases against other monopolies and monopoly practices
(compared with only 14 casesin 1997). Those included 14 cases of monopolistic and
discriminatory price formation, 4 cases of market distribution agreements and 14 cases of
practices, representing barriers to entry.
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The Committee does not maintain statistics disaggregating pending cases and the total number of
cases opened in one year. The available statistics represent the total number of “identified”
cases.” Thereis currently no statistical information on cases completed in one year.

Supporting Institutions

It isdifficult to assess the role of supporting ingtitutions in the enforcement of the antimonopoly
legidationin Ukraine. The dua court system and the unclear procedural regulations prevent the
collection of data about those cases that eventually do reach the courts. The office of the Attorney
General (Procuratora) may also play an important role, particularly in the prosecution of criminal
cases related to unfair competition. In the absence of clear rules for coordination of the activities
between this office and the Committee no such cases have been reported. No data exists
regarding cooperation of the Committee with business associations or non-governmental
organizations (NGOs) to protect the consumer rights. Such NGOs are only at the initial stage of
formation in Ukraine, and so far have not submitted cases to the Committee.

The Market for Competition Law Reform

Ukraineis a country in which the functions of many government agencies are not yet clear and
well established. The procedural rules for most of those agencies seem particularly
underdeveloped because of the lack of tradition and of “institutional memory”. The
representatives of the Committee expressed particular interest in assistance in this area

Antimonopoly legidation in Ukraine suffers less from conceptual problems than other branches of
the law (i.e. property, contracts or company), but it still needsimprovement. The law needsto be
unified (at present there are three laws with overlapping functions and conflicting provisions).
The functions of the Anti-Monopoloy Committee as a regulator of natural monopolies should be
transfered to specialized regulatory agencies, as has occurred in other reforming economiesin
Europe. Experiencein thisareain Ukraine seems to be particularly inadequate.

Both supply and demand for change are adversely affected by the involvement of the statein
monopolies. Legidation limiting anti-competitive behavior must be issued by the state, but the
Government of Ukraine owns many of the monopolies that should be regulated by the AMC. At
thistime, thereis insufficient political will to disengage from either monopoly ownership or
monopoly practices. Any demand for change by the AMC or by outside groupsis likely to meet a
wall of resistance. Consequently, the AMC will be unlikely to supply the necessary regulatory
measures to bring about change with state enterprises. Thisis a seriousissue for reform.

Demand seems to be stronger for organization of implementing agencies, reduction of the
workload through better identification of the cases in which the involvement of the Committeeis
necessary, and interaction between the Committee and other government agencies and state
ingtitutions, particularly the court and the Office of the Attorney General (Procuratora).

°“|dentified” cases are the cases for which the Committee concluded that there is some violation of the applicable
laws that merits further prosecution. The number reflects all cases, which were started pursuant to a complaint from
affected private parties and pursuant to independent action by the Committee.
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The establishment of NGOs, concerned about consumer protection, seems to be another priority.
Y et the formation of such organizations isimpeded by the lack of funds and traditional non-
involvement of private parties in administrative matters. There are indications that this
involvement isincreasing, but at a very sow pace and primarily due to the interest of the directly
affected economic actors, not of the public in general.
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E. CONTRACT LAW

Legal Framework

The Constitution of Ukraine™ recognizes the universal protection of private property rights, which
isthe basisfor al business contractual obligations in a market economy. Although the
Constitution exempts certain assets and objects as the exclusive property of the state, even those
can beincluded in contractual obligations to which the state is a party.

Ukraine's contract law is contained in the Civil Code™ and in several other laws that deal with
contracts specific to certain business activities—the Law on Leasing of State and Municipal

But the operation of the wisest
laws is imperfect and
precarious. They seldom
inspire virtue, they cannot
alwaysrestrain vice. Their
power isinsufficient to prohibit
all that they condemn, nor can
they always punish the actions
which they prohibit.

Gibbon, Decline and Fall Of
The Roman

Property, the Law on Leasing of the Property of State
Enterprises and Institutions, and the Law on Commodity
Exchanges.

The original text of the Code was adopted at atime when private
property was not recognized as the basis of economic activity.
The Code was designed to deal with alimited number of
transactions between individuals and was compl etely inadequate
for the needs of amarket economy. Subsequent amendments of
the Code increased the contractual freedom of the parties and the
types of contracts recognized by the law. The Code also adopted
the basic principle that contracts that are not contrary to law can
be recognized, even if not specifically regulated by the Code. Y et

the general system of contract law in Ukraine still has some inconsistencies and needs to be
brought in line with the fundamental provisions of the Constitution.

Ukrainian law is only beginning to distinguish between business and non-business transactions,
and to recognize involvement by individuals in business transactions. During the Soviet period,
the Civil Code had only marginal importance in regulating commercial relationships. Only entities
(cooperatives) could participate in commerce legally, and individuals could not.

Astimes have changed, the law has lagged behind. Courts are, however, coming slowly to
recognize theoretical differences between business and non-business transactions and to treat

19 Adopted by the 5th Session of the Supreme Council

of Ukraine, June 28, 1996)

1 Civil Code of Ukraine, adopted on July 18, 1963, amended asfollows: (i) Soviet Period - Amendments and
Modifications to Civil Code made according to Decrees of Presidium of Supreme Council of Ukrainian Soviet Socia
Republic dated: 23 November 1966; 24 June 1969; 22 July 1970; 29 March 1973; 5 June 1973; 15 October 1973;
13 September 1974; 10 April 1975; 25 April 1975; 6 December 1976; 22 December 1976; 19 August 1977;

1 March 1985; 20 May 1985; 27 June 1986; 21 August 1987; 24 December 1987; 25 October 1988;

28 January 1991; and (ii) Post-Independence - Amendments and Modifications according to Laws of Ukraine dated:
7 July 1992; 14 October 1992; 22 April 1993; 5 May 1993; 6 May 1993; 16 December 1993; 4 February 1994; 15
July 1994; 14 December 1994; 28 February 1995; 11 July 1995; 6 October 1995; 3 December 1996.
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them differently. In deciding disputes, courts will ook beyond the insufficient provisions of the
code to determine various features of business relationship, such as:

» thenature of the parties (legal entities or individualss, registered with the State and
involved in business activities);

» gpecia business relations regulated by the contract (primarily activities related to property,
other than property transfers arising from consumer transactions between individuals);

» gpecial forms required for conclusion of contracts,

» any specid liability of the parties, including product liability.

Although the law in Ukraine requires the registration of all business entities and individuals
involved in commercia activity, failure to register does not necessarily affect treatment of a party.
In other words, for example, an individual cannot expect to be held to a different standard of care
(as aconsumer rather than a professional business person) simply because he or she has not
registered to do business. The courts will look beyond these formalities to determine proper
practical standards for interpreting contract disputes.

The Law on Commodity Exchanges, while specialized, may serve as an important basis for
development of contract law in the Ukraine, despite the decrease in commodities contractsin
recent years. Thislaw was designed to fill agap in treatment of commercial contracts by the Civil
Code. Although it islimited to a specific number of transactions (registered trades of goods at
commodity exchanges) and specific participants (members of the exchange), the law recognizes
and regulates a number of contracts, not recognized by the Civil Code. This providesalegal basis
for the courts to enforce such contracts without the argument that they are contrary to the law.™

In particular, the law regulates the following contracts:

» Forward contracts — contracts which require future delivery of goods under terms
established at present;

»  Guarantee contracts — contracts under which a certain amount is paid in the present asa
guarantee of fulfillment of certain obligations in the future;

» Credit contracts — contracts under which certain goods are purchased by the broker with
credit and the obligation to be sold at the exchange in the future;

*  Premium contracts — contracts pursuant to which a certain premium over the spot price at
the date of sale has been agreed in advance;

» Contracts with options to change the quantity of the goods delivered; and

= Futures contracts.

12 Section 2, Article 4 of the current Civil Code provides that "civil rights and obligations originate from contracts
(agreements) provided for in the law, and a so from contracts not regulated by law, but not contrary toit. "
Theoretically, al contracts that are not contrary to the law can be enforced, but practice does not always follow this
principle. A specific referenceto alegal provision regulating a particular contract is aways helpful in an attempt to
enforce such a contract.
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By specifying these types of contracts, the Law on Commodity Exchanges expands the number of
specific contracts which are expressy recognized as not being contrary to law. Although thisis
helpful in court, it does not satisfy the need to modernize the overall legal framework.

The existing system of contractual law in Ukraine exhibits several major problems:

» Thereisno specific special treatment of business contracts. The general rules are contained in
a Civil Code that was initialy designed to serve civil relations much more limited in scope. It
istrue that the Civil Code has been amended severa times and that such amendments
improved the situation somewhat, but they also compromised the internal logic of the Civil
Code.

= Many of the new contractual forms are contained not in the principal law (the Civil Code), but
in other legidation—for instance the Law on Commaodity Exchanges. Thislack of unity
creates double standards in the interpretation of contracts.

= Different laws often establish different standards applicable to fairly similar situations. For
example, the Law on Leasing of the Property of State Enterprises and Organizations provides
that if a subsequent law changes the conditions for the parties involved, the old law will be
applicable for contracts already concluded. No similar provision exists for contracts regul ated
by other laws. Instead of adopting a general principle established in the Constitution or in the
Civil Code, such a piecemeal approach further complicates the task of the courtsto enforce
the law equitably.

» Thelaw does not clearly establish whether a party to a contract can be found in default
without a showing of fault or culpability for the default. Without "non-culpable” default, the
use of contracts to establish liability for non-performance and apportion risk is deeply
undermined. The draft revised Civil Code (not yet adopted) provides for such this possibility
in commercid transactions, except in cases of force majeure.

Implementing Institutions

Dispute resolution for contractual mattersin Ukraine is carried by the court system, which at
present is divided between the courts of general jurisdiction and the arbitration (arbitrazh) courts,
which are in charge of dispute resolution of economic cases. The arbitration courts were created
by transforming the State Arbitrazh, which in the period of centrally-planned economy and the
monopoly of state-owned enterprises was in charge of dispute resolution between all economic
entities. At present, the arbitration courts are responsible for all casesin which at least one of the
partiesis aregistered economic entity. The Code of Arbitration Procedure, however, has not been
updated to correspond with the role of the arbitration courts, for it till maintains the definition of
“commercial” or “economic” contracts as“ planned” contracts between economic entities, which
are designed to serve the “basic economic purpose’ of the contracting parties. Movementsto
modernize the Code of Arbitration Procedure are currently unsuccessful due to high level political
pressures to maintain the status quo. This unfortunate situation is very damaging to the capacity
of the judiciary to decide cases equitably under the rule of law.

Ukraine faces substantial problems in the establishment of an adequate dispute resolution system.
The lack of experience in dealing with economic mattersin the courts of general jurisdiction was
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used as abasis for assigning all economic cases to the former arbitration courts (which had
experience, but the wrong type), and to postpone the establishment of a unified court system (as
provided by the Constitution) for 5 years after the Constitution was adopted. This transition
period is being used by the advocates of the existing system to preserveit. Until the year 2001 the
Supreme Court of Ukraine will not be involved in economic cases and will not keep any statistics
related to the work of the arbitration courts.

The assessment of the ingtitutional framework in Ukraine cannot be carried out without taking into
consideration the prevailing practices of barter transactions. In recent years, the Ukrainian
economy has become increasingly de-monitized. Many enterprises have found themselves forced
into barter by the existing macroeconomic situation and the confiscatory character of the tax
legidation. This situation greatly limits the number of cases submitted to the courts, and prevents
the establishment of ingtitutionalized system of alternative dispute resolution (the real commercial
arbitration). Commercia arbitration in Ukraine isin anascent stage (with only four or five cases
between domestic parties being submitted so far to the existing arbitration tribunals).** Moreover,
the arbitration mechanisms are openly prejudiced in favor of local enterprises and are not currently
perceived as developing into ingtitutions that can be trusted by foreign investors. Thislack of a
competent commercia judiciary and absence of trustworthy alternative dispute resolutions will
continue to plague investment and growth in Ukraine until resolved.

Market for Contract Law Reform

Thereisalarge market for contract law reform in Ukraine. Practicing Ukrainian legal
professionals and alarge segment of academia recognize the need to modernize the existing
contract law framework and to adopt a new, uniform, and modern contract law. Thereisa
working group of professors and practitioners from Donetsk who have been engaged for several
yearsin drafting a modern Civil Code, which is expected to address many of the needs of a
modern system of contracts. However, drafts have not yet been made available to the general
public for review or comment.

The Ukrainian legal community is divided between two proposals for the revised Civil Code:

1) adoption of acomprehensive Civil Code, which would include all provisions related to
business entities and transactions, or

2) cregtion of a separate “ Economic Code,” which would regulate exclusively the business
entities and transactions.

Reforming economiesin Central and Eastern Europe have adopted various approaches. Some of
them recognized the need for specific regulation of business entities, and adopted separate trade
laws or codes (Bulgaria, the Czech Republic). Others have adopted separate company laws and

3 Asreported by the Chairman of the Association of Commercial Arbitration Tribunalsin Ukraine.
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|eft the transaction regulationsin the Civil Code.™* Russia adopted a totally new Civil Code,
which aso governs business transactions.

Developments in Ukraine are being influenced by an influential group of old-line professors, who
support strong state involvement in the economy rather than a market system. They have
prepared a draft Economic Code that maintains many practices prevalent in centrally-planned
economies, including the obligation of the enterprises to fulfill state orders pursuant to
administrative decisionsinstead of contracts. Elsewhere in Europe the advocates of separate
economic codes have been mostly guided by liberal ideas of limited state involvement and greater
contractual freedom, but the same name is used in Ukraine for absolutely contrary purpose.

Another group of professionals, including practicing lawyers and members of the academia,
advocates restricted state involvement and greater contractual freedom. This group has limited
practical experience, because of their limited exposure to real commercial transactions. Thereis
strong demand by this group, however, to apply the legidative and judicial practices of the
developed market economies, and to adopt modern contract legidation in Ukraine. Comparative
studies of the legidation adopted in other reforming economies in the last severd years support
this demand.

Despite the work being done on adraft Civil Code, Ukraine still lacks the open policy discussion
needed to bring popular and professional support for market-friendly changes. If the anti-market
professionals have their way, Ukraine may well adopt very conservative “economic code,” which
will continue to marginalize the legal systems as the surrounding region marches on to modern
times. This cannot bode well for economic growth or development of Ukraine.

14 This has been the case in Poland for instance. While Poland has a separate Commercial Code, it regulates
primarily company formation. Business transactions are regulated by the Civil Code.

Booz-Allen & Hamilton Inc.
31



USAID/EE/PER COMMERCIAL LAW REFORM ASSESSMENT FOR EUROPE AND EURASIA
Final Diagnostic Assessment Report for Ukraine

F. FOREIGN DIRECT INVESTMENT (FDI) LAW

Asreflected in the summary table of Tier I indicators, Ukraine scored well below Poland and
Romaniain three of the four "dimensions’ of the legal and institutional environment for foreign
direct investment. Asin other subject matter areas, Ukraine has a good framework law in place.
Asreflected by the indicator scores, however, the ingtitutional framework and market for
increased FDI are rather wesk.

Theindicator scores for Ukraine's FDI environment are generally supported by broad quantitative
measures of economic performance. To date, for example, Ukraine has attracted approximately
$2.2 billion of foreign direct investment, as compared to Romania and Poland, who have attracted
$3.4 billion and $20 billion respectively. On a per capita basis, Ukraine ranks well behind its
neighborsin FDI. On aregiona basis, Ukraine has attracted approximately 10% of the FDI flows
into thelSNI Sregion, and approximately 2.5% of the investment flows into the entire NIS/CEE
region.

Framework Law

Ukraine's leadership has frequently stated that it is eager to attract and retain significant levels of
foreign direct investment. In 1996, Ukraine announced that it needed $40 billion of investment
over five yearsin order to meet development needs. To date, Ukraine has fallen far short of that
goa. Also during 1996, Ukraine adopted its Law on Foreign Investment,'® and ratified a Bilateral
Investment Treaty (BIT) with the United States.

Asreflected in the Tier 111 indicator scores, Ukraine's FDI law substantially conforms with
emerging international standards (e.g., the World Bank's "Legal Framework for the Treatment of
Foreign Investment") for admission and treatment of FDI. Specifically, the Ukrainian law calls
for open admission, national treatment (with some exceptions), repatriation of profits, and prompt
and adeguate compensation in the case of expropriation. Article 8 of the law contains a guarantee
against substantive changes in the legidation that would diminish the guarantees extended under
it. Asdiscussed below, this guarantee is not viewed as particularly credible in light of the
experience of many foreign investors. Overall, however, from the narrow perspective of the letter
of the framework law, it isjudged to be on par with those in force in Poland and Romania. One
must remember however, that thisis the fourth law on foreign investment in seven years, and it
has aready been amended severa times.

Despite potentially positive developments in these aspects of the legal framework, registration of
foreign investment has an overall negative impact. These burdensome requirements must be
amended in line with more common international practicesto realize Ukraine's potential for
attracting outside investment.

5 Estimate based on EBRD, IMF, and OECD figures for the period 1989 - 1997.
16| aw on Foreign Investment, #93/96, 3/19/96.
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Implementing and Supporting Institutions

The primary implementing institution for the purposes of this analysisis the ministry, agency,
department, or quasi-governmental organization with primary responsibility for promoting foreign
direct investment. In Poland, thisis the Polish Development Agency (PA1Z); in Romania, the
Romanian Development Agency (RDA). In Ukraine, thereis no clearly identifiable entity charged
with this responsibility. Instead, thistype of activity is dispersed among several ministries and
quasi-governmental entities. Principal among these appear to be the Ministry of Economy,
Department for Foreign Credit and Investment Coordination, the Ministry for Industrial Policy,
Department for Export Promotion, and various line ministries with sectoral mandates (e.g.,
Agriculture, Energy, Trangport). Those ingtitutions do not have clear mandates, however, and
often have overlapping responsibilities; and they are not perceived by the investment public as
competent and investment friendly agencies. Their development agenda is often inconsistent with
sound economic practices and this resultsin disputes between them and the investors.

There is no major organization representing the foreign investorsin general. The creation of the
Foreign Investment Advisory Council (FIAC) in 1997 was viewed as positive development at the
time. FIAC provides advice to the President, but thisis not a permanent working body and
foreign investors are cautiously optimistic as to the ability of FIAC to produce constructive
results. The American Chamber of Commerce in Ukraine seemsto be the focal point for
discussions and development of policy proposals. It hasidentified severa major problem areas
and developed proposals for improvement, but with limited success so far. In cooperation with
the Chamber several private law firms and securities companies are maintaining active promotion
efforts, directed at potential foreign clients primarily in the capital markets.”” Thereisan active
research services sector, targeting the companies potentially interested in the securities market,
but at present the activities there are restricted mostly to analytical work in the expectation of
improvement of the overall investment climate. A Chamber of Independent Expertsis active
under the auspices of the President of Ukraine, but this ingtitution is designed more to provide
"damage control" and aternative dispute resolution capacity. The experience of the Chamber
could be useful if summarized at certain intervals and used in the improvement of the applicable
regulations and administrative practices, but this has not occurred to date.

Investment promotion is, at best, underdeveloped. The few agencies given the task of promoting
foreign participation seem more focused on preventing foreign investors from gaining unfair
advantages over their local competitors than on attracting newcomers to viable investment
projects. Government agencies do little to promote or identify opportunities, concentrating their
resources instead on licensing and control functions, with the emphasis on control. Evenin
privatization, foreign investment participation is negligible, given the size of the Ukrainian
industrial sector.

Not only isthere alack of aviable promotion agency (either public or private), but in some cases
the Government has postured itself as awatchdog that must protect the country from outsiders

" Frishberg & Partners, The Ukrainian Legal Group, Baker & Mackenzie, and Altheimer & Gray are among the
firms publishing regular newsdletters or analyses of the |atest legal devel opments.
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with capital. Thereisaperception, at least in one of the ministries in charge, that the aim of major
foreign investorsisto restrict the ability of local enterprises to compete in certain industrial
sectors. In the opinion of the Ministry of Industrial Policy, foreigners have "targeted” the cement
and iron metallurgy industries, and some of the machine producing plants. Those who are
mistrustful of foreign investment do not note that most of the competing products in those sectors
(excluding metallurgy), are entering Ukraine from the neighboring countries, where they have
been revitalized with foreign capital and marketing expertise. Ukrainian enterprises suffer not so
much from cheap competition, but from their own inability to improve their own production.

To improve the picture, the Government will need to reconsider itsrole. The planning committee
modd currently in place, whose function isto control economic activity, will need to give way to
an attitude of promotion. Technical assistance could be particularly useful in severa aress:

» review and reform of administrative barriersto entry,

» jdentification and marketing of suitable investment projects,

» cooperation with the private sector in the improvement of existing infrastructure,

» initiation of policy dialogue between the investment community and the government,

» assistanceto the local private sector in the identification of potential foreign partners, and
» development of services for potential investors.

Such activities are restricted by the lack of funds and experience, but most of all by the lack of a
clear vision of the proper role of government in a market economy.

The approach of the Government with respect to foreign investment reflects the fact that most of
the decision makers have never had the opportunity to run a private business, and therefore have
little or no experience with the problems faced by private entrepreneurs. Supporting ingtitutions
can provide assistance to decision makers, but they will have to be encouraged and permitted to
function in that manner.

Market for Reform

The need for reform in Ukraine is substantial, but not al of it iswithin the framework law. Most
importantly, foreign investment is smply not respected by the Ukrainian Government—whether
in the form of contracts, incentives, or the investors themselves. Practicesthat would beillegal
anywhere in the European Union are regularly employed in attempting to extract better terms
from investors after deals have been concluded, or to reframe the income and economics of the
investment based on political decisions or improper influence. Foreign investment in the Ukraine
is popularly seen as a nightmare, and a number of substantial investors have pulled out because of
the problems outside of the framework law. How many others have decided to forego investment
isinestimable.

On the surface, things should be better. In 1996-97, the Government concentrated on measures
designed to improve the investment climate and alleviate the consequences of some unpopular
decisions taken earlier. During this period, however, there has been a seemingly steady drumbesat
of investment disputes between Ukrainian and foreign investors. For instance, preferential
treatment of particular groups of local customers and arbitrary price formation were among the
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main reasons for disputes between foreign investors and the local authorities. One principal
reason for disputes from those hardy investors who have stayed has been the treatment of
investment incentives, provided by the government at an initial stages of investment and
withdrawn at alater stage. Most recently the Government issued a decree requiring a number of
enterprises with foreign participation to stop their "foreign economic activity,” pending adecision
by the Congtitutional Court as to the constitutionality of some tax incentives given to those
companies at the time of theinitia investment.

Demand for change, ideally, should come from
those who are losing potentia foreign partners and
foreign capital, government entities responsible for
pursuing economic development, and the foreign
investors themselves. Unfortunately, there appears
to be no data collection or analysis being done by or
for the Government to determine the impact of their
policies and decisions. Foreign investors are not
respected by the Government, so that they have
very limited input into policy change. Perhaps
popular sentiment will eventually creste pressure
for change as those who are truly losing ground—
the general Ukranian popul ation—become aware of

the cost of the current situation.

Foreign sovereigns may also provide some demand for change in an attempt to protect their
national s whose assets have been confiscated or investments suborned. Thisis certainly
necessary, but not sufficient to achieve the level of change needed.

The supply of foreign investment law needs to be designed to improve the overall investment
climate, not just the climate for outside capital or mega-investors. There seemsto be little
appreciation for the fact that foreign investors can operate successfully only if the investment
climateisfriendly for the local investors aswell. Several mgjor issues, particularly in the area of
property regulations and stable taxation rules and procedures, should be considered as critical for
the improvement of the investment climate in general.

Changes in supply should include replacing investment planning with investment promotion;
adoption of clear and transparent investment regulations; and reduction of the cost and complexity
of registration and licensing requirements. Predictability of all actionsin an investment operation
should be a priority for al investment regulations developed by the government.

Findly, the government should seek more active support from the international financial
ingtitutions and the broader business community for the development of the regulatory framework.
A law, developed with international assistance, is often perceived as more stable because of the
consideration given to the opinion of al interested parties.
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For help on both supply and demand, the government should encourage the formation of lobby
and policy formulation groups, which capture and express the opinion of the investment
community on the proposed legidative measures and are in position to identify the existing
problems and propose practical solutions for them. The government should be more activein
obtaining the opinions of self-regulatory professiona associations. They are particularly well
qualified to identify technical problemsinissues of direct concern to them and to foreign
investors. The government does not perceive such problems as directly related to foreign
investment, but investment decisions are often adversely affected by unclear technical regulations.
Many countries, which were successful in attracting substantial foreign investment, conduct
annual reviews of their certification procedures, in order to ensure that technical problems do not
represent hidden impediments to investors. The adoption of such practices would certainly be
beneficia for Ukraine.
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F. TRADE

Thelegal and ingtitutional regimes governing international trade are as a general matter broad,
complex, and dynamic. By design, many aspects of trade regimes are responsive to changing
economic, and non-economic factors. The diagnostic indicators for trade, and this narrative
summary, are not intended to provide a comprehensive or authoritative description of Ukraine's
current trade regime. Instead, an effort was made to develop a methodology for taking a
"snapshot” of current conditions—without any detailed analysis of trends or nuances of the
complex forcesthat are at play in the development of thisimportant area of commercial law.

S IPPe

As summarized in the general indicator table at the beginning of this report, Ukraine has a
population of 50.5 million, with a GDP per capita of $3,170. With a shadow economy estimated
between 40% and 60% of GDP, Ukraine's economy is considerably larger than official statistics
suggest. Ukraineis also blessed—or cursed—nby that fact that Soviet industrial development was
extensive in the western portion of the country. With arich agricultural endowment, large
territory, developed (abeit rundown) infrastructure networks, and a well-educated population, one
would think Ukraine iswell positioned to benefit significantly from the economic growth that
comes with trade liberalization.

Ukraine's foreign trade is predominantly with NIS countries (61%), followed by the European
Union (EVU) (15%), and the U.S. (6%). Ukraine has signed a Free Trade Agreement with Russia
and, as mentioned in the pervious section, various trade and investment treaties with the U.S.
Trade turnover for 1998 was approximately $26.5 billion, with a net trade deficit of dightly less
than $2 billion.

Legal Framework

Trade relations between Ukraine and the EU are governed by a Partnership and Cooperation
Agreement (PCA) signed in June 1994 that replaced the earlier trade and cooperation agreement
signed in 1989 between the EC and the Soviet Union. The PCA entered into force on March 1,
1998.

The PCA defines the legal parameters for trade between Ukraine and the EU, and specifies trade
concessions such as most-favored-nation (MFN) status and access to the Generalized System of
Preferences (GSP). Measures for phased liberalization of trade in services, FDI, capita transfers,
and protection of intellectual property rights are also addressed. The PCA also creates a
framework for on-going cooperation, primarily in the form of an annual Ministerial Cooperation
Council, and a Parliamentary Cooperation Committee.

Trade relations between the U.S. and Ukraine are governed by the U.S.-Ukraine Trade
Agreement, signed May 6, 1992, and approved by aresolution from the Cabinet of Ministers later
that year. Under this agreement, the parties extend mutual Most Favored Nation (MFN) status.
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In addition, mutual consultations on trade and other relevant topics occur under the Gore-Kuchma
consultative mechanism.

At present, Ukraine isin the process of joining the World Trade Organization (WTO), and
Ukraine's Working Party was established on December 17, 1994. Initial offers on tariffs were
tabled at the third Working Party meeting held in late June 1996. To date, little progress has been
made in negotiations on Ukraine's offers. The seventh and most recent Working Party meeting
was held in June 1998. According to a source close to the process, Ukraine's progressin
responding to numerous questions posed during these meetings has been rather disappointing.
Numerous sticking points in these negotiations remain. Areas of particular concern include
agriculture, the customs system, excise and value added taxes, import licensing and other non-
tariff measures, industrial subsidies, national treatment, services, state trading, transparency and
legal reform, and trade related intellectual property issues.

Ukraine's current tax and import duty regimes are highly complex, burdensome, and frequently
discriminatory in application to foreign products. Product categories where non-tariff barriers are
quite high include acohol, tobacco, automobiles, and various luxury items. A lack of a
transparent and consistently applied legal and procedural framework for government procurement
isyet another area where Ukraine is well below minimum internationally accepted standards.

Ukraine's customs valuation rules substantially conform with world standards, where customs
valueis defined as the sum of the sales price, transportation costs, freight, insurance, storage fees,
and any other costs not foreseen in the contract price. Receipts should be presented to document
these costs and to allow customs officers to determine the proper customs value. In the event that
receipts are not available, Ukrainian customs will assess the customs value using comparative
pricing of smilar goods and services in the country of origin.

One area of relative progress on this otherwise bleak landscape isin the area of intellectual
property rights. While much work has to be done, framework laws protecting patent, copyright,
trademarks, and other forms of intellectual property are in place. The implementatior/
enforcement gap"” in this arearemains sizeable, and enforcement seems to be de minimis based on
an unscientific sampling of kiosks in the pedestrian underpasses of Kiev.

Implementing Institutions

For the purpose of this assessment, Ukraine's implementing institution for trade is the Ministry of
Foreign Economic Relations and Trade. The assessment of its institutional capacity is based on
an admittedly narrow sample of meetings with relevant government officials, donor-funded
advisors, and private sector participants. It isclear, however, based on the responses received,
that Ukraine's capacity to formulate and execute a coherent trade policy in conformity with
internationally accepted normsis quite low. Perhaps the best evidence of this basic lack of
capacity isfound in Ukraine'sinability or unwillingness to provide detailed, accurate responses to
WTO Working Party questions. The Ukrainian delegation’s performance during the most recent
meetings held in Geneva has been described by one knowledgeable observer as extremely

disappointing.
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Ukraine's regulatory environment for trade is Byzantine and, in application, quite protectionist.
The area that has attracted the most attention—and protest—is the area of technical barriersto
trade, most notably certification and licensing. Therefore Ukraine's standards body—
Derstandard, isincluded in thisanaysis. It should be noted that Derstandard declined the
opportunity to meet with the assessment team to clarify its position on several key issues. Asa
consequence, the assessment team adopted the well known standard of "best information
available" in completing the relevant indicator tables. In this case, the anecdotal evidence of
Derstandard's abuses is copious. Recently, for example, amajor international consumer goods
company was forced to pull globally recognized brands of detergents and shampoo from the
shelves of 25,000 stores across Ukraine because it refused to underwrite "inspections” by
Derstandard officias of foreign production facilities it maintains in Europe, North Americaand
elsawhere. Other large multinational consumer products companies have been subject to similar
demands and threatened with similar sanctions. Telecommunications companies have also been
subject to Derstandard's attentions.

Supporting Institution

The Customs Service of Ukraine (CSU)was established in December 1991, and consists of 70
approved customs clearing points and 222 customs posts along 8,215 km of seaand land borders.
The CSU isreported to have a staff training center, a canine detection unit, and a computer center,
athough this was not independently verified by the assessment team. The latest available data
puts CSU staff levels at approximately 13,000.

Enforcement of Ukraine's customs and other applicable regulations by CSU is notoriously
unpredictable. Importers are required to complete a customs freight declaration for every item
imported. Frequently changing regulations and idiosyncratic interpretations of them,makes
clearing even the smplest shipment through customs a potential lengthy and expensive
proposition. The problem of customs enforcement has become such a problem that trade volume
through Ukraine's southern ports is being diverted in significant volumes to Romanian and
Russian ports.

CSU is considered to be an exceptionally difficult organization to work with, even by regional
standards. Asreflected in the associated indicator scores, the supporting institutional framework
for trade is judged to be generally ineffective in terms of transparency and consistency in
enforcing regulatory requirements. A general consensus existed among those interviewed
(outside of officia government circles) that, along with Derstandard, CSU was among the most
unpredictable state regulatory bodies in the trade sphere.

The "Market" for Trade Liberalization

The market for trade liberaization is quite weak in Ukraine. The ow progress Ukraine has made
in meeting the requirements of WTO membership isjust one indication of alack of clear policy
priority. The relative oversupply of non-WTO compliant regulatory measures, the weak
institutional structures, and the general lack of transparency and consistency in applying
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internationally recognized norm all point to a significant mismatch between word and deed in this
area. On the demand side, the strongest and most consistent advocates for reform are foreign
trading partners and their nationals doing businessin Ukraine. General perceptions and attitudes
remain surprisingly ambivalent to the potential benefits of foreign trade and a degree of
xenophobia seemsto be a part of this phenomenon. Unlike Poland, and to a somewhat |esser
extent in Romania, the "gravitational pull” of prospective WTO and EU membership seems
diffuse by comparison in Ukraine. It therefore seems unlikely that significant trade liberalization
and associated institutional strengthening can be expected. Unfortunately for most Ukrainian's
thisislikely to mean that the prospects of an improved living standard in the near term are also
diminished.
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Appendix A —Contact List

Mr. Anatoly Danylenko

Deputy Minister

State Investment & Clearing Cmt
Ministry of Industrial Policy

3 Surikov St.

Kiev 252035 Ukraine

Tel: 380-44-246-3202; 3270
Fax: 380-44-246-3214

Mr. Sergel Avramov

Counsel

Ava Bank

Kiev 252011 Ukraine

Tel: 380-44-296-9231

Fax: 380-44-296-9260; 290-2116

Ms. Molly Baier

Lega Advisor

British Know How Fund Legal Unit
13 Tryohsvyatytelska Str., Apt. 2
Kiev 252001 Ukraine

Tel: 380-44-459-0488; 459-0439
Fax: 380-44-228-8616

mbaier@khf .kiev.ua

Mr. Victor Erjomin

Head, Chief Department of Investment
Policy in Industry

Ministry of Industrial Policy

3 Surykova St.

Kiev 252035 Ukraine

Tel: 380-44-246-3261

Fax: 380-44-246-31678

Mr. Fedor Gerchaninov

Director, Investment Banking Dept.
Alfa Capital Ukraine

48 Kreshchatik St.

Kiev 252001 Ukraine

Tel: 380-44-246-5021; 244-9796
Fax: 380-44-246-5020
grechaninov@acapital.com

Ms. Olga levinya

Lawyer

Ministry of Justice

International Legal Assistance &
Cooperation Dept.

13 Horodetskoho St.

Kiev 252001 Ukraine

Tel: 380-44-229-7513; 213-3086
Fax: 380-44-229-5501

Mr. Gergory Jedrzejczak

Chief of Mission

The World Bank

38/44 Pochainynska St.

2nd and 3rd Floors

Kiev 252070 Ukraine

Tel: 380-44-247-6671/72/75/76
Fax: 380-44-247-6670

gjedrze czak @worldbank.org

Ms. Oxana K artavtzeva
Committee of Statistics
Kiev, Ukraine

Tel: 380-44-235-3086

Mr. Sergei Korkaoshko

Deputy Head of Lega Dept.

Aval Joint Stock Post Pension Bank
4aKutuzova St.

Kiev 252011 Ukraine

Tel: 380-44-296-9260

Mr. Victor Kovaenko, LLM
Managing Partner
Ukrainian Legal Group

vul P. Lumumba 4

Suite 1106

Kiev 252042 Ukraine

Tel: 380-44-230-2932

Fax: 380-44-230-2932
general @ulg.kiev.ua

Booz-Allen & Hamilton Inc.



USAID Legal and Regulatory Reform Assessment of CEE/NIS

Final Diagnostic Report for Ukraine

Mr. Vitaliy Kovtyuh

Genera Director

Ukrainian Assoc. of Investment Business
6 Chervonykh Kozakiv prosp.

Kiev 254073 Ukraine

Tel: 380-44-410-8981; 435-1018

Fax: 380-44-410-8981

uaib@cbrim.com

Mr. Victor Krivenko
Deputy Chairman
Civil Department
Supreme Court

Kiev, Ukraine

Tel: 380-44-293-0311

Ms. Tatyana Lisitsyk

Head of Department
Ministry of Industry Policy
Kiev, Ukraine

Tel: 380-44-268-6002
Fax: 380-44-294-9952
clearing@me.gov.ua

Mr. Andrey Mamaliga
President, Atty. at Law
Lega Initiatives Fund
81 Turgenevska Str.
Kiev, Ukraine

Tel: 380-44-216-7723
Fax: 380-44-216-1104

Ms. Nataliya Melichenko

Lega Advisor

Ukrainian Assoc. of Investment Business
6 Chervonykh Kozakiv prosp.

Kiev 254073 Ukraine

Tel: 380-44-435-1018

Fax: 380-44-435-6486

uaib@cbrim.com

Mr. Andrei Mikhnev

Projects Officer Private Sector Development
The World Bank

38/44 Pochainynska St.

2nd and 3rd Floors

Kiev 252010 Ukraine

Tel: 380-44-247-6671/72/73

Fax: 380-44-247-6670
amikhnev@worldbank.org

Mr. Vladimir Noga
Vice President
UkrAgroExport

Kiev, Ukraine

Tel: 380-44-244-1904

Mr. Oleksandr Pasenyuk
Deputy of Minister of Justice
Ukraine Minister's Cabinet
13 Gorodetskogo Str.

Kiev 252001 Ukraine

Tel: 380-44-226-2416

Fax: 380-44-224-6394

Ms. Elena Ropaeva

Analyst, Investment Banking Dept.
Alpha Capital Ukraine

48 Kreshchatik St.

Kiev 252001 Ukraine

Tel: 380-44-246-5021; 244-9796
Fax: 380-44-246-5020
ropaeva@acapital.com

Mr. Dohdan Rybak

Partner

UkrBusinessConsulting Company
4 Terokhina Str.

Kiev 254080 Ukraine

Tel: 380-44-435-6694

Fax: 380-44-435-6694
aex@ubc.kiev.ua
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Ms. Judith Schumacher

Deputy Director, Office of Economic
Restructuring

USAID/Ukraine, Belarus, Moldova
19 Nizhniy Va St.

Kiev 252071 Ukraine

Tel: 380-44-462-5678

Fax: 380-44-462-5834
jschumacher@usaid.gov

Mr. Y uri Shamshetdinov

Deputy Chairman

State Statistics Cmt

3 Shota Rustavelis Str.

Kiev 252023 Ukraine

Tel: 380-44-227-3648; 224-8217
Fax: 380-44-226-2147

Mr. Victor Shokaljuk

Chief of Dept. for Foreign Credits
& Investment Coordination
Ministry of Economics

12/2 Grushevsky Str.

Kiev-8 252008 Ukraine

Tel: 380-44-293-6132

Fax: 380-44-226-3181

Ms. Olga Tripolska
Methodology & Analysis Director

Ukrainian Assoc. of Investment Business

6 Chervonykh Kozakiv prosp.
Kiev 254073 Ukraine

Tel: 380-44-435-1018
Fax: 380-44-435-6486
uaib@ukrpack.net

Mr. Pasitsnik Vasil

Deputy Director, Lega Group
National Bank of Ukraine

9 Indtitutskaja St.

Kiev, Ukraine

Tel: 380-44-293-2641; 291-0160
Fax: 380-44-293-1698
pvv@bank.gov.ua

Mr. Boris 'Y akusevitch

First Vice President

Ukrainian Entrepreneurs Union of Small,
Middle-Sized & Privatized Enterprises
P.O. Box 327-2

Kiev-10 252010 Ukraine

Tel: 380-44-294-7700

Fax: 380-44-294-7600

Mr. Anatoliy Zhukov

Chief of Lawyer-Experts Group
Assoc. of Ukrainian Banks

Mriya Joint-Stock Commercial Bank
22-24 Gogolivska Str.

Kiev 252601 Ukraine

Tel: 380-44-216-0490

Fax: 380-44-216-0490

postmaster @mriya.com
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